The Czech and Slovak Customs Union (CSCU), which came into effect in January 1993, differs from regular regional trading arrangements as its goal was to minimize the economic cost of a decline in economic ties between its members rather than to set in motion the mechanism of integration. The creation of the CSCU ensured a smooth and conflict-free break up of Czechoslovakia and resulted in divergence in regulatory regimes of the two republics. This study argues that the process of mutual adjustment triggered by the emergence of national borders is over and that integration within the CSCU similar in depth and scope to that existing within the EU would be a desirable policy objective. By deepening integration, both the Czech Republic and Slovakia would be better prepared to handle challenges associated with the EU accession. Such a regulatory realignment would also lower border costs and behind-the-border barriers to trade and result in a more attractive investment environment in both countries.
Introduction
The Czech and Slovak Customs Union (CSCU), which came into effect in January 1993, differed from most regional trading arrangements observed in other parts of the world in one important respect. Its goal was to minimize the economic cost of unavoidable decline in mutual economic ties between its members rather than to set in motion the mechanism of integration. The creation of the CSCU was part of a broader package of agreements and arrangements to ensure a smooth and conflict-free break up of Czechoslovakia. As we will argue in this paper, this objective has been largely attained. Moreover, different political dynamics and the pace of structural reforms have provided further impetus to divergence in regulatory regimes, albeit significantly weakened by the shared objective of aligning with the acquis communautaire-the necessary condition for membership in the EU.
Although the EU began accession negotiations with Slovakia later than with the Czech Republic, Slovakia appears to have caught up in terms of progress made in negotiations, but not in compliance. Two measures indicate the progress achieved so far in preparations for full membership-the number of "negotiation chapters" closed and envisaged transitional periods. On both counts, Slovakia seems to be on a par with the Czech Republic. Both countries continue negotiating the same two chapters-agriculture (chapter 7) and financ ial and budgetary provisions (chapter 29). Slovakia closed the remaining 28, as did the Czech Republic, albeit two chapters may yet to be reopen (chapter 30 on institutions and chapter 9 on transport). Country assessments of the compliance with the acquis suggest, however, that the Czech Republic is more advanced of the two countries (EU 2002b and c) .
Issues that will be subject to transitional periods, because either a candidate country or the EU is not ready to assume all obligations, are also roughly similar. More importantly, they are unlikely to constitute a barrier to the establishment of a single market within the CSCU. Temporary restraints on one of four freedoms have been requested by the EU (a transitional period of up to five years for freedom of movement of persons) and they are similar for both the Czech Republic and Slovakia. It is also interesting to note that both countries requested transitional periods for implementing common VAT and excise tax rates in the same domains. 1 This study shall conclude that the accession to the EU provides strong arguments in favor of reversing the process of disintegration and proceeding with 'deepening' of the ties within the CSCU and turning it into a stepping stone for integration into the EU. Such a 'deepening' would be particularly beneficial to the Slovak Republic, from whose perspective the study examines this question.
This paper is structured as follows. The next section contains a brief discussion of historical background and the response of Slovak trade first to the dissolution of the Council of Mutual Economic Assistance and then to the dissolution of Czechoslovakia. Section 2 examines in details developments in the volume, composition and factor content of trade between the Slovak and Czech Republics. Section 3 focuses on policies pursued within the customs union and argues that a deeper coordination within the CSCU would aid Slovakia's integration into the EU. The final section concludes.
Historical Background
Czechoslovakia began its journey back to capitalism following the 1989 velvet revolution with a mixed bag of initial conditions in terms of assets and liabilities. Domestic balances and very low international indebtedness were clearly assets. So was political determination to break decisively with central planning. This assured strong support to move swiftly to a new economic regime. After a yearlong preparatory work, the authorities launched a radical stabilization-cumtransformation program on 1 January 1991. Its major components included a sharp reduction in direct subsidies, an overhaul of the tax system, and the liberalization of prices, foreign trade and exchange rate regimes.
Czechoslovakia had one of the least reformed systems of central planning among Council of Mutual Economic Assistance (CMEA) members in 1989 (Kaminski 1994) . The scope of central controls over economy was vast. In contrast to Hungary or Poland, where a significant shift of economic decision-making responsibility to enterprises prior to the collapse of central planning had produced cadres of managers better equipped to cope with challenges of moving to a demand-constrained economy, Czechoslovak enterprise managers were ill-prepared to new tasks. They had little, if any, direct contacts with Western clients, and were used to execute orders rather than autonomously seek solutions. Slovakia seemed to be particularly poorly prepared, as throughout the 1970's there were significant investments in Slovakia in heavy, energy-and capital-intensive industries with little prospects for survival once cross subsidies, including cheap energy, were removed.
Yet, assets seemed to have prevailed over liabilities. Despite the separation and changes in the original mix of structural reform measures adopted by the then Czechoslovak federal government, the Slovak economy rebounded strongly the third year into the transition (1993). Its stabilization-growth pattern did not diverge from the performance of other successful reformers among Central European Economies (CEECs 2 ) in the early 1990s. Like in other transition economies, inflation had initially followed an inverted-U shape. Exports facilitated by geographical proximity and liberalized access to EU markets had driven economic recovery. Unexpectedly, the split of Czechoslovakia into the Czech Republic and Slovakia, which went into effect on 1 January 1993, coincided with the beginning of economic recovery.
Trade Reorientation
In contrast to other Central European economies, two shocks, i.e., those of the dissolution of both the CMEA and Czechoslovakia have shaped Slovak trade performance. Both seem to have contributed to Slovak surge in exports to third markets, mainly the EU, and to dramatic reorientation of its imports.
The dismantling of central planning has brought about a massive shift in trade away from the former CMEA. Due to the contraction in former CMEA import demand and the gradual shift to convertible currencies in their trade transactions in the late 1980s and in the 1990-91 period, Czechoslovak exporters had already been losing preferential access to these markets. This put an end to the dual environment for the Czechoslovak trade activity: one subject to market forces and another nurtured by preferential intra-CMEA arrangements providing an undemanding outlet for Czechoslovak manufactures.
As it turned out, a considerable proportion of these manufactures, considered "soft" products unmarketable in the West, was successfully redirected to new markets. Between 1989 and 1991 the value of Czechoslovak exports to the European Union increased by 60 percent, while exports to CMEA economies fell by around 53 percent over the same period. The export share of the former CMEA fell from 45 to 20 percent. A considerable portion of these exports was shifted from the CMEA to markets in highly developed economies-the EU in general and Germany in particular. The share of the EU almost doubled increasing from 26 to 46 percent over this period (World Bank 1999) . By 1991 the EU replaced the CMEA, and Germany replaced the former Soviet Union as Czechoslovakia's major trading partners.
Although due to the lack of disaggregated data before the split, it is impossible to attribute this performance to respective republics, it seems that Slovakia's pattern did not diverge significantly from that observed prior to the dissolution of Czechoslovakia. Its export performance was strong and driven by reorientation towards the EU especially sharp in the early 1990s. The value of total exports increased from US$ 3.5 billion in 1992 to US$ 11.9 billion in 2001, growing on average 17 percent per year. Imports in terms of value grew at roughly the same average rate of 18 percent per year-they fell 15 percent in 1999, but subsequently strongly rebounded in 2000 and 2001 (Table 1) . Trade with the EU has shaped Slovak geographical pattern of trade. EU-oriented exports grew faster than total exports through 1993-99. Except in 1999, the rates of growth were in a double -digit range. In consequence, the share of the EU increased from 35 percent to 59 percent between 1994 and 2000 ( Table 2 ). The increase on the import side was smaller but also quite significant from 33 to 49 percent over the same period of time. Slovakia's geographical trade pattern has three other features setting it apart from other CEECs. First, its exports to CEECs, excluding the Czech Republic, expanded with the share growing from 10 percent in 1994 to 13 percent in 2000, while the share of CEECs-oriented exports in total exports of other CEECs has remained at single -digit levels. Imports, however, remained stagnant, i.e., grew in line with the growth in total imports. Second, trade with its customs union partner, the Czech Republic dramatically contracted suggestin g that the 1993 dissolution of the Czech and Slovak Federation amounted to a severe shock. It seems, however, that both imports and exports have already bottomed out. Third, still intense trade with the Czech Republic explains why its share of trade with the EU (around 55%) remains about 10 percentage points lower than that of "Luxembourg" group (around two-thirds). Overall, Slovak trade remains geographically highly concentrated with the EU together with accession countries and EFTA absorbing around 90 percent of Slovak exports and providing almost three-quarters of Slovak imports. Hence, the scope of change was rather dramatic but mainly boiling down to the expansion in trade with the EU and contraction in trade with the other part of what used to be Czechoslovakia.
Features of Czech-Slovak Trade following the Velvet Divorce:
Has the contraction in mutual trade bottomed out?
Economic considerations alone would suggest a lowering of the mutual trade after the dissolution of Czechoslovakia. Trade that used to flow within a single state would be pulled towards richer neighboring economies-Austria and Germany-once the state border was erected regardless of the customs union or even the monetary union. 4 Moreover, this trade would be much more important to Slovakia than the Czech Republic, simply because the latter is larger and more developed. Therefore, one would expect that trade between the two countries would be falling after the split, as it would gradually reflect economic realities underpinning this exchange. Furthermore, the transition to from supply-to demand-constrained with cross-subsidies artificially sustaining otherwise not competitive firms would further depress output, as was the case throughout former centrally planned economies during the initial stages of transition. Hence, in addition to the emergence of economic borders, industrial realignment triggered by the collapse of central planning was bound to play an important role.
Contraction in Trade: its current significance
Subsequent developments have confirmed the expectations of a precipitous decline and change in Slovak foreign trade patterns. The rapid contraction in Slovak trade with the Czech Republic accompanied an impressive overall foreign trade performance that put Slovakia in the same league as bold reformers from Central Europe (the Czech Republic, Hungary, Poland). However, as noted above, the emergence of Slovak Republic as a sovereign state -or more precisely the establishment of state borders with the Czech Republic -profoundly depressed the trade between these two economies. Three observations are noteworthy. First, the contraction in mutual trade was dramatic in both relative and absolute terms. Following the 'velvet divorce' of the Czechoslovak federation on 1 January 1993 the trade between the two new sovereign states immediately fell as compared with their respective 'domestic' sales in 1992. Czech exports to Slovakia declined 24 percent, and imports from Slovakia 26 percent in 1993 (ECE 1994, p. 96) . The share of mutual trade in their respective totals was falling each year over 1993-00 on both export and import side (Table 3) . 5 The value of both exports and imports was lower in 2000 than in 1993, Second, although the contraction in respective shares of exports was almost identical (i.e., they stood in 2001 at 44 percent for the Czech Republic and 47 percent for Slovakia of the 1994 level), Slovakia has remained more dependent on trade with the Czech Republic than vice versa. The share of Slovakia in Czech imports declined significantly more than the share of the Czech Republic in Slovak imports. For the more developed Czech Republic, trading with Slovakia was initially less important and currently accounts for around six percent.
Third, not surprisingly, the customs union arrangement between the two countries could prevent neither relative nor absolute contraction in trade. It could not result in trade expansion, as is usually the case with preferential trading agreements. The creation of two states led to the emergence of new obstacles to trade including separate currencies, administrative procedures required to control origin of traded goods as well as 'creeping-in' different technical standards. Quick disappearance of a monetary union exacerbated the decline in trade. So did the devaluation of the Slovak koruna against the Czech koruna as well as establishment of a complicated payment system.
7 Slovakia, confronted with what was then regarded as an unsustainable deficit, erected other barriers to imports from the Czech Republic including import taxes, quotas on imports of non-alcoholic beverages and beer, and burdensome technical certification procedures. If anything, the developments in their mutual trade have clearly demonstrated that even free trade falls well short of assuring the level of interaction occurring among firms operating within the same state boundaries and using the same currency. Yet, as we shall argue below, the case can now be made for closer policy-induced integration within the pan-European framework.
Since Czech markets still absorb almost one-fifth of Slovak exports (after Germany the second largest purchaser of Slovak goods), an important question is whether the fall in their relative importance will continue. The most recent data for the first quarter of 2002 indicate the fall in the value of exports to the Czech Republic of almost 14 percent following two years of positive growth rates in 2000 and 2001. It should be noted, however, that its exports to Germany, its largest trading partner, also fell significantly by 10 percent. Hence, this may be a temporary phenomenon rather than a reversal of the trend. Without a more detailed analysis of the composition of this trade, however, no firm answer can be offered.
Emerging patterns of Czech-Slovak trade
How has Czech-Slovak trade evolved since the velvet divorce? First, let us note that Slovak exports to the Czech Republic have become less concentrated. Both the number of products accounting for less than one percent of Slovak Czech-oriented exports and their share in total exports to the Czech Republic have significantly expanded (Table 4 ). This would suggest that (a) exports have become more diversified and less vulnerable to swings in Czech import demand; and (b) small firms are major agents of this trade. Second, despite growing diversification in Slovak Czech-destined exports, Slovak firms remain dominant suppliers in a number of markets. Slovak exports with a share in total Czech imports exceeding 50 percent account for a quarter of total Slovak exports to the Czech Republic, and those with the share exceeding one-third for 30 percent of these exports. The largest export item in terms of volume (US$ 192 million in 2000) among four-digit SITC. Rev. 2 products with a 59 percent share in Czech imports is residual fuel oils (SITC. 3324), followed by iron steel medium plates (SITC. 6742)-the value of US $68 million yielded the share of 51 percent in Czech imports (see Annex Table 1 ).
This simultaneous diversification combined with concentration and strong presence of exporters of a significant number of products in Czech markets (46 four-digit SITC products have a 30 percent or higher share in total Czech imports) appears to point to a dual picture that has emerged in Czech-Slovak trade. On the one hand, there are large firms that have already undergone restructuring likely with foreign investments and, on the other hand, there are a growing number of small firms trading with their equivalents across the border. Third, there has been a shift towards agricultural products and raw materials in the Slovak export basket to the Czech Republic demonstrating a huge geographical reorientation in the Czech import demand for manufactures away from Slovakia. The share of manufactures fell from 79 in 1994 to 70 percent in 2000. The only two product groups that increased their share in Czech imports are iron and steel (SITC. 67) and clothing (SITC. 84). Together with chemical elements (SITC. 51), these are the only manufactured products that appear to have comparative advantage in Czech markets, i.e., export specialization indices exceeded unity (see Table 5 above).
8 This contrasts sharply with a situation in 1994 when Slovak manufactures outperformed suppliers from other countries across all but three product categories shown in Table 5 -nonelectric and electric machinery (SITC. 72 and 73) and scientific instruments (SITC. 86). Interestingly, it does not necessarily imply the loss of competitiveness in these products i n international markets, as their share in EU imports increased over the same period of time (see Kaminski and Smarzynska 2002, Annex Table 3 ).
Fourth, Slovakia's Czech-directed export basket has simultaneously shifted towards less processed goods. As can be seen from Table 6 presenting the composition of Slovakia's trade with the Czech Republic over 1995-2000 in terms of the 'end-use' categories of the US Bureau of Economic Analysis, 9 the combined share of foods, feeds and beverages, and industrial supplie s and materials-a good proxy for low processed goods-has been on the increase since 1996. Their share rose from 19 to 30 percent over this period. The expansion in exports of industrial materials in 1998-2000, whose value increased 50 percent from US$ 298 million to US$ 462 million, was the major force behind this increase in the share of less processed goods. It is interesting to note that the share of processed goods in Slovak imports from the Czech Republic to the share of this product in EU-external imports rather than its share in world exports. A value for this index below unity indicates a comparative disadvantage in EU markets, and above unity specialization in EU markets.
has remained flat. But had it not been for a significant increase in the share of automotive parts in Slovak imports (from 7 to 13 percent), it would have displayed similar tendency as that in Slovak exports.
A good illustration of the disappearance of division of labor within industrial sectors is trade within the automotive network. As can be seen from data in Annex Table 2 , there was a massive reorientation of this trade away from Czech to EU markets. This was not a redirection, as both Czech and Slovak automotive sectors underwent restructuring carried out by multinational corporations (MNCs), mainly by Volkswagen. Both became veritable powerhouses of the Central European automotive sector accounting for almost 50 percent of the aggregate output of CEEC-10 and more than half of their exports.
10 Czech Republic became the largest and Slovakia the third largest producer among them. Yet, restructured firms turned to other sources of supply, mainly in the EU but also domestically. The share of parts and components originating in the EU in Slovak total imports automotive parts and components increased from 36 percent in 1995 to 92 percent in 2000, while the share of Czech suppliers fell from 51 percent to 4.2 percent over the same period. The same happened on the side of exports with one exception, Slovak exports of internal combustion engines to the Czech Republic significantly expanded.
It thus appears that the existence of internal borders-even under customs union arrangements-has affected outsourcing strategies pursued by the major automotive foreign investor in both countries-Volkswagen Group. Otherwise, it is difficult to explain why so many local Czech firms have become integral part of the supplier chain of Volkswagen and few, if any among Slovak firms provide inputs Volkswagen in the Czech Republic.
11 The economic border was not a barrier on the demand side for a finished product, however. Consider that in contrast to parts, trade in final product, i.e., cars and trucks has not followed the same pattern with Czech producers of passenger cars even recording a significant increase in their share of cars imported into Slovakia.
Fifth, low share of products representing lines of production characterized by low value added, high natural resource-intensiveness and simple technologies depict the mutual trade. This should come as no surprise considering, as noted above, a significant presence of small firms in this trade. Their commodity trade pattern reflects signific ant endowment in highly skilled labor in both countries. Table 7 presents estimates of commodity groups divided into four groups that reflect distinct relative factor intensities, i.e., natural resource-intensive products, unskilled laborintensive products, capital-intensive products and skilled labor-intensive products.
12 As can be seen from data in Table 7 , the combined share of unskilled labor intensive and natural resource based products in Slovak Czech-destined exports expanded between 1996 and 1999, and then precipitously fell in 2000. Interestingly, the share of these products, albeit also displaying volatility, in Slovak imports from the Czech Republic was at a similar level. Skilled laborintensive products account for a dominant share of their mutual trade. 11 Such a situation may be also partially due to slower development of automotive part industry in Slovakia. 12 The goodness of results obtained hinges critically on the quality of a classification used to examine export baskets over time by factor mix. There are woeful difficulties to define and measure factor intensity with which trade theorists have long wrestled. The advantage of this classification is that all industries are taken into account and an industry appears only in one classification. Its weakness is that some industries may be intensive in terms of more than one factor. Although this may clearly distort the results, one may identify on this basis broad lines of change occurring in export offer over time. For more details, see Kaminski and Smarzynska (2001) . Calculations of Slovak export specialization indices in Czech markets show that skilled labor is in relative abundance in Slovakia. Slovak firms specializing in skilled labor intensive products have been at a strong comparative advantage in Czech markets vis-à-vis other exporters, as the values of this index were consistently well above unity over the 1990s. Exporters of unskilled labor intensive products regained their export specialization in 2000 after a weaker performance over 1997-99. The growth in share of agricultural products has been responsible for improvement in competitive position of natural resource based products between 1995-99 (followed by a drop in 2000), albeit, as we not below, not only. Last but not least, Slovak producers of capital intensive products have been at a comparative disadvantage in Czech markets.
Concluding Observations
The analysis provides empirical support to two observations. First, the process of mutual adjustment triggered by the emergence of national borders seems to be over. Provided that commitment to align their respective regulatory structures with the acquis remains strong in both countries, no new barriers to their mutual trade will emerge. To the contrary, many barriers erected over the last decade will disappear as both countries converge toward the acquis. Hence, the trade is rather unlikely to continue its downward course. Second, the continuing importance of resource intensive exports does not strike one as surprising for two reasons-Czech markets offer agricultural producers the best conditions in access among Slovak preferentia l partners and there appears to be little of intra-industry trade driven by production fragmentation. One wanders whether the dismantling of internal economic borders between the Czech Republic and Slovakia, as will be discussed in the next section, would not provide a boost to this trade.
CSCU as a Stepping Stone to EU Integration
Since the Agreement establishing the customs union went into effect, a close coordination of foreign and customs policies has been maintained in both multilateral and bilateral forums. A new common external tariff (CET) had duties that were applicable in the former Czechoslovakia on December 31, 1992, holding intact all concessions granted earlier by the former Czechoslovakia to GATT contracting parties during pre-Uruguay's rounds of multilateral trade negotiations. 13 The two countries jointly negotiated during the Uruguay Round and their final schedules were almost the same.
14 They also jointly became participants of the WTO Information Technology Agreement in 1997 and eliminated tariffs on information technology imports as of January 1, 2002. Last but not least, the Council of the Customs Union, consisting of an equal number of Czech and Slovak representatives, has pursued common commercial policy towards third countries. It has made sure that the same legal norms would be adopted regarding rules of origin, customs procedures, statistics, intellectual property, countervailing and antidumping.
Membership in a customs union has two major potential advantages over a free trade area. First and foremost, it does not require implementing very costly rules of origin among members, as all products entering the customs union are subject to the CET and other taxes and charges collected by customs. Second, the advantage of a customs union is that it offers the opportunity of completely removing border formalities. This significantly cuts transaction costs, as the cost of inefficient customs clearance procedures often exceeds tariffs.
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The CSCU capitalizes on the first advantage, but has faile d to exploit the second. Article 1.3 of the Agreement establishing the customs union stipulates that "… customs clearance shall be effected on a common state and customs frontier between the Czech Republic and the Slovak Republic." In consequence, the flow of trade between two countries is not unfettered. It is subject to customs controls. Imports from, for instance, the Czech Republic cannot be sold in Slovakia 13 Czechoslovakia was one among 23 countries that signed the GATT in 1947. Despite the obvious irrelevance of GATT codes for a country institutionally committed to the state monopoly over foreign trade, Czechoslovakia actively participated in the Tokyo Round of multilateral negotiations. Its positive legacy, i.e., once communism collapsed, was low tariff rates and other commitments to GATT disciplines liberalizing market access.
14 Since the customs union agreement did not allow for a free flow of trade originating in third countries, the value of imports from developing countries on GSP basis as well as the volume of imports eligible for in-quotas rates have varied between two countries. So have import limits on products subject to nonautomatic import licensing. 15 In the mid-1990s, customs clearance transaction in countries of Middle East and North Africa required between 25 and 35 stages taking several weeks (Hoekman and Kostecki 2001) . But even efficient customs clearance procedures impose significant cost. For instance, shipping goods across the U.S.-Canadian border-that is, between countries which are part of the same free trade area (NAFTA) and have welloperating customs procedures-is equivalent to adding 2,700 kilometers in transport costs (Engel and Rogers 1996) . unless the Slovak Customs clear them. From this point of view, internal arrangements are similar to those in a free trade area. All products crossing the border must have a certificate of origin.
Internal border has allowed the Agreement to withstand pressures stemming from differences in their respective economic policies over the 1993-98 period. During that time the Czech Republic moved fast to bring its economic regime in line with the acquis communautaire, whereas Slovak progress in that area was stalled. Internal economic border has allowed for a considerable discretion in decisions affecting imports. For instance, Czech exports of consumer products to Slovakia faced a temporary import surcharge of 10 percent in 1995-96, reduced to 7 percent in 1997 and 5 percent in 1998. Slovak exports faced extra barriers when the Czech government introduced import deposits in 1997. 16 While all these measures could be justified on the grounds of balance-of-payments crises faced in different times by respective countries, narrow interest groups captured trade policies in both countries and, in addition, the Slovak authorities resorted to technical barriers to trade. 17 The policy-capture resulted in providing protection to narrow groups of domestic producers through quantitative restrictions. The Czech Republic limits imports of sugar and isoglucose, whereas Slovakia restricts imports of non-alcoholic beverages and sugar. In September 1997 the Slovak authorities introduced a requirement that imported products obtain an obligatory technical certification subject to specific regulations and Slovak technical norms (Besik 1998) . This has erected a serious barrier to trade, as the procedures on imports of foodstuff, for instance, became subject to burdensome procedures only removed in January 2001 (FIAS 2001) . Indeed, in the absence of harmonization in technical standards or principles of taxation including tax rates, borders have to be maintained, albeit with simpler border procedures.
The internal economic border had to be maintained also when there was a real prospect of the Czech Republic acceding earlier to the EU than t he Slovak Republic. While the Czech Republic together with Estonia, Hungary, Poland and Slovenia, were invited in July 1997 to begin accession negotiations (which started in March 1998), the Slovak Republic joined in only after the EU Helsinki Summit in December 1999. This was a much welcome outcome, as separate accessions of the CSCU members would raise a number of hair-splitting legal issues, if the two countries wanted to maintain the existing arrangement. Had there been no internal economic border, it would have had to be established.
Since the European Commission has changed its initial position and included Slovakia among the first-wave entrants to the EU, the wisdom of maintaining an internal economic border needs to be re-examined. As mentioned above, no matter how efficient customs controls are, traders incur significant transaction costs. Borders generate transaction costs that fragment markets. The elimination of internal economic borders would create a larger integrated market (at least in terms of the movement of goods) offering economies of scale. The prospect of accession combined with earlier opportunity of tapping benefits of larger markets as well as the achieved level of integration driven by the EU accession provide powerful arguments in favor of a faster alignment with the acquis through closer cooperation within the CSCU.
Before turning to institutional and regulatory alignment driven by the EU-accession process, it is worth noting that two standard arguments in favor of maintaining internal economic borders within a customs union-lack of trust in customs and different tax rates-do not seem to apply to the CSCU. Differences in the quality of customs administration, rules and rates of taxation, procedures in customs valuations as well as fear of conflicts over allotment of customs revenue are not critical. According to independent external assessments, both countries have a modern and well-run customs administration, which also augur well for proper distribution of customs revenue between two countries. Both countries observe the rules of the WTO Customs Valuation Agreement requiring that members levy customs duties on an imported good's transaction value rather than on some reference price constructed by the government. Both countries maintai n accurate and up-to-date computer databases of prices that they use to detect fraudulent invoicing. Different tax rates could be addressed in negotiations between the two governments.
Institutional and regulatory evolution driven by the accession has led to the growing overlap in regulatory regimes of both countries especially in areas pertinent to external economic interaction. Differences in derogations and transitional periods that have been negotiated by the Czech Republic and Slovak Republic with the EU are minor. 18 In fact, transitional periods requested by both countries do not differ with respect to four freedoms of movement (goods, services, capital, people) underlying the European "Single Market." They could apply fully "four freedoms" within the CSCU even before the transitional period of up to five years for freedom of movement of persons, requested by the EU, expires. Moving to a single market would not put strains on their trade relationships, as similar provisions as in the European Association Agreement of which both countries are signatories already cover a number of areas relevant from the point of view of deeper integration. Both countries are part of the Pan-European Cumulation Agreement and thereby of a single European free trading bloc for manufactures. In other words, trade in manufactures between the Czech Republic and Slovakia is governed by the same rules as with other CEFTA, EU and EFTA countries. They all adhere not only to the same preferential rules of origin as stipulated by the Pan-European Cumulation Agreement, but also to the same non-preferential rules of origin based on the system used by the EU in 1993. Last but not least, there are no significant technical barriers to trade in the CSCU as both countries concluded negotiations on Protocol to the Europe Agreement on Conformity Assessment (PECA).
19 Both have incorporated in their respective regulations the EC Directives with the transposition level in the Czech Republic reaching 100 percent and in Slovakia 99 percent (EC 2002c) . 20 For these reasons alone, border customs controls within the CSCU would seem to be redundant.
However, there are two areas in which there are differences in alignment to the acquis in terms of enforcement-technical standards and intellectual property rights. As for the former, the Czech Republic has made greater strides towards EU membership. It not only signed PECA (as opposed to Slovakia's initialization of it) but also established administrative capacity to meet the acquis. The Czech Republic has functioning market surveillance services, as demonstrated by the fact that the EC has given satisfactory marks the Czech Trade Inspectorate for market surveillance of industrial products. EU CE marking is accepted there, while Slovakia is yet to follow suite in spite of having the legal enforcement basis since April 2002. Last but not least, Slovakia is yet to introduce "… the checks for conformity with the rules on product safety on 20 One should also note that both countries have special arrangements for mutual recognition of certificates and test results.
imports from third countries" (EC 2002b) , while the Czech Republic already has them in place. Thus, it seems that Slovakia would benefit greatly from closer cooperation with the Czech Republic in this area.
Similar considerations-as outlined above-also apply to protection of intellectual property. Both CSU member-countries are members of the World Intellectual Property Organization and signed the GATT Agreement on Trade-Related Intellectual Property Rights (TRIPS). The latter requires that WTO members provide certain minimum levels of intellectual property rights (IPR) protection, such as 20-year patent terms, patents on medicines, plant variety protection, protection of geographical indications, and the like. With the split of the former Czech and Slovak Federal Republic, most of the staff, equipment and know-how stayed in the Czech Republic. The Slovak intellectual property rights protection was established from scratch. The current system has a number of flaws, according to the 2001 FIAS assessment, and has a long way to go to be in line with the acquis communautaire. In contrast, all areas pertinent to intellectual property rights protection in the Czech Republic have been reformed and the Czech regime is highly compatible with that in the EU (WTO 2001 , EC 2001 .
It would make a lot of economic sense for the government to begin working on the removal of internal economic borders within the CSCU. Leaving aside the obvious fact that larger markets are a stronger magnet to FDI inflows and offer better opportunities for domestic firms by lowering transaction costs, the implementation of measures necessary to remove the internal CSCU borders would simultaneously improve investment climate in Slovakia and align its regulatory regimes closer with the acquis. Close cooperation in bringing standards in line with those in the EU would provide an extra boost to integration of domestic firms into international markets. Harmonization of national standards is essential to participation in international supply chains spread out over several countries, in assembly operations as common standards reinforce linkages between component manufacturers, assembly operations, and distributors in the final product markets. Good regime of intellectual property rights is also crucial for investment in creative industries and industries intensive in research and development. 21 Both countries would also benefit from economies-in-scale in enforcement costs related to standards and intellectual property rights.
In all, regulatory cooperation within the CSU and the elimination of internal economic borders would yield tangible benefits to Slovakia. It would enhance its investment climate and reduce the need to attract FDI through costly tax incentives package.
Conclusions
The analysis provides an unequivocally positive answer to a question whether integration with the CSCU similar in depth and scope as currently existing within the EU would prepare Slovakia to better handle challenges associated with accession to the EU. Consider first that the process of mutual adjustment triggered by the emergence of national borders seems to be over. The trade between the two countries is rather unlikely to continue its downward course, asgiven their mutually shared commitment to align their respective regulatory structures with the acquis-no new barriers to their mutual trade will emerge. To the contrary, the regulatory alignment driven by the acquis can be expected to lower border and behind-the-border barriers.
There appears to be little of intra-industry trade in Czech-Slovak trade, which is driven in contemporary global economy by production fragmentation. The removal of internal economic borders is likely to provide a boost to trade in parts and components within production and distribution networks. The improvement in the policy environment achieved thanks to measures necessary to remove internal customs controls and less fragmented markets will also increase attractiveness to foreign investors of both countries.
Last but not least, the implementation of measures necessary to remove the internal CSCU borders would improve investment climate in Slovakia thanks to faster alignment of regulatory regimes with the acquis communautaire. For instance, establishing a good regime of intellectual property rights, closing the gap in national standards and their harmonization would provide an extra boost to integration of domestic firms into international markets and investment in creative industries that are intensive in research and development. While one expects transition periods for both countries to adopt the acquis, two countries might adopt it fully in their mutual economic relations. The marriage a decade or so after the "velvet divorce" would be different in two important respects-it would take place within a broader European "family" and it would involve the economic sphere. 
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